BEFORE THE COMMISSIONER OF FINANCIAL INSTIT UTIONS

STATE OF TENNESSEE
IN THE MATTER OF: )
SENTINEL TRUST COMPANY, )
Hohenwald, Tennessee, )
AND )
)
Danny N. Bates, Clifton T. Bates, )
Howard W. Cochran, Bradley S, Lancaster, )
Gary L. O’Brien ) I
)
Members of the Board of Dir¢etors of - ) -
Sentinel Trust Company, )
~ Hohenwald, Tennessee, )
)
Respondent. )

EMERGENCY CEASE AND DESIST ORDER

The Commissioner of the Temnessce Depattment of Financial Institutions
(“Commissioner™), having determined that he has reason to believe that the Respon;ltmt,
Sentinel Trust Company, Inc., has engaged in unsafe and unsound banking practices and -
that the Respondent’s circumstances warrant immediaté agt{o:;, “hereby issues the
following EMERGENCY ORDER TO CEASE AND DESIST, pursuant to Tennessce

Code Annotated, §§ 45-1-107(2)(4), (a)(5) and (c).

I. AUTHORITY
The Commissioner is vested with the power to issue this EMERGENCY

CEASE AND DESIST ORDER in this proceeding pursuant to T.C.A. §§_45-1-
| | " EXHIBIT

1




107(2)(4), (2)(5) and (¢). Sentinel Trust Company, Hohenwald, Tennessee, is a trust
company subject to the Commissioner’s jurigdiction and the Company’s directors, who

are responsible for management and policies, are persons subject to his jurisdiction.

- Y. FACTUAL ALLEGATIONS

1. Secntinel Trust Company was originally formed under the Tenmessec
Business Corporation Act. J

2. Pursuant to Public Chapter 112 of the Acts of 1999, as codified at T.C.A. §
45-1-124, a company engaged in activities subject to the Tennessee Banking Act on July
| 1, 1999, but formed prior to the enactment of Public Chapter 620 of the Acts of 1980 and
not previously subject to regulation by the Commissioner, may continue to act as 2
fiduciary without submitting an application. However, such entity shall be otherWlse
fully subject to the Banking Act.

3. Sentincl was engaging in fiduciary activities on July 1, 1999 and has been
subject to regulation by the Commissioner since that.time- ‘

4. On June 16, 2003, the Department began an examination of Sentinel Trust
Company. During the examination, Scotinel’s audit firm, Charles V’;_felc.h and Associates,
Nashville, withdrew and declined to complete the December 31, 2002 audit of the
company due to the inability to obtain evidence nceded to evaluate the fair value o%
certain reccivables. The Department’s trust examiner has been unable to detemﬁne the
accuracy and validity of fidusiary cash reconcilements and other corporate and fiduciary
financial statements and records in order to determine the solvency of the company. (See

affidavit of Vivian Lamb attached to the Notice of Charges as Exhibit “A™).



5. The Commissioner met with the Board of Senﬁncl Trust on October 6, 2003
to discuss the urgency of obtaining a financial stétement audit.

6. Thereafter, on October 10, 2003, Sentinel DPresident Danny Bates advised
the Department’s trust examiner that Kraft ‘CPAs, (“Kraft”) located in Columbia,
Tennessee had been engaged to perform an audit of the company as required by T.C.A.§
45-2-402(¢) and Department Bulletin B-02-2 as of December 31, 2002.

7.  Subsequently, Kraft advised the Depariment’s trust examiner that the audit
wag impeded due to the inadequacy and questionable accuracy of Sentinel’s fiduciary and '
corporate ¢ash records and reconcilements. |

8. Kraft informed the Departmem that Sentinel had retained an independetit
contractor to reconcile the corporate and fiduciary aceounts.

9. On January 7, 2004, Kxaft issucd an audit teport as of December 31, 2002.
The Department obtained a copy of the audit on March 19, 2004. |

10. As of the December 31, 2002 audit, Kraft identified fiduciary accounts
teceivable of approximately $9.4 million, of which apptoximately $7.5 million resulted
from expenditures made in connection with defaulted bond issues’ and related
unreimbursed costs and expenses. The Auditors stated that the c'orr\xpany’s records were
not adequate for them to satisfy themselves as to the existence, amount or collectability
of these receivables. Kraft noted that Sentinel has a fiduciary duty, as trustee, tol
safeguard assets under administration and could be held responsible for any shértfalls.
Kraft éould not determine the liability, if any, which could result from thg ultimate

resolution of this matter. : .



11. Because of the materiality of the matter discussed in item 10 above, Kraft
declined to give an opinion bocmise Kraft stated that the scope of their v.vork was not
sufﬁciéﬁt io enable them to express, and they did not express, an opinion on the financial
statement of Sentine] 'fmst Compavy. Kraft has commenced an audit as of December 3 l,_
2003, but to our knowledge, this andit has not been completed. |

12. As the Depérhﬁent understands and as Kraft’s auciit noted,_in the normal
course of Business Sentinel makes various commitments and incurs certain contingent
liabiliﬁes that are not represented on its balance shest. As of the Decernber 31, 2002
gudit, Kraft noted that Scntinel was a defepdant in; lawsuit -alleging breach of its
- fiduciary dutics in connection with the issuance of certain corporate potes. Kraft further
noted that counsel for Sentinel has asserted that an award of damages is unlikely, but
could reach $2,500,000. |

13. On April 5, 2004, the Department sent a letter to Sentinel requesting ao
opinion of counsel regarding Sentinel’s practice of funding defaulted bond expenses with
funds from other non-related bond issues (See Exhibit A attached to the Notice of
Charges). This letter stated that it was the Department’s undpci‘standingxﬂlat Sentinel
serves as the indenture trustee for various high-yield, unregistered municipal and
corporate bonds. In some instances, the debtor fails .tb make the scheduled principal and
intcrest payments and default is declared per the terms of the indenture. Oftentimes the
debtor will seek bankruptey protection, which triggers an autémaﬁc stay and prevén’;s any
action from creditors ﬁntil a plan of reorganization, debt restructuring and/or sale of

collateral 15 apptroved by the bankruptey court.



- Further, the Department stated that it was its understanding that Sentinel, in its
role as indenture trustee, in many. instances funds various expenses relative to these
defaulted issues, such as insurance, security, legal and other professional fees, in an effort
_to protect the value of the underlying cbllatera]. The governing indenture and/or
bondholder indemnification usualiy provides for the reimbursement of these expenses
from the proceeds of the sale of the collateral. However, since Sentinel does not have
adequate Aco:porate liquidity to fund these expenses, it appcars that Sentinel usually
“botrows” from other non-related bond issues to fund these cxpetﬁes. This is done by
writing checks and/or wires on a pooled demand deposit account beld at SunTrust Bank,
Orlando, Florida. President Bates has stated that this is 2 “common industry” practice.
Finally, the letter requested that Sentinel provide 2 written legal opinion addressing the
legal basis of such practice.

14. In tesponse to the April 5, 2004 letter, Sentinel’s counsel‘rcquested a
meeting with the Commissioner. On April 28, 2004 Sentinel’s Executive Vice President
Paul Williams and Sentinel’s attorneys Alex Buchanan and David Lemke met with the
Commissioner. At this meeting, Counsel for Sentinel indicated that the practice of
- funding defaultced bond expenses with .funds from other ﬁon—rela£& bond issues was
inappropriate. They indicated that the cxpénses attributable to defaulted bonds are
typically funded with corporate assets.

15. At the Aprl 28, 2004 meeting, counsel, on bchalf of Sentinel, requested
permission for Senting] to continue on a temporary basis the practice of “Borrowing"
funds from one bond issue to cover the expenses of unrelated defaulted bond issues. The

Commissioner declined to approve that request.



16, Counse! for Sentinel also stated at the April 28, 2004 meeting that Sentinel’s
fiduciary cash shoxtfall is belicved to be between $8-10 million,

17. On April 30, 2004 the five membets of Sentinel’s Board and their coupsel
et with the Commissioner. At that meeting President Danny Bates stated that Sentinel’s
most recent calculations show that Sentinel had a deficit fiduciary cash position of seven
million two hundred fifty thousand dollars ($7,2$0,000). However, Mr. Bates indicated
that this figure fluctuates daily. Finally, Mr. Bates stated that Sentinel’s corporate cash
aceount bad a current balance of fifty three thousand dollars ($53,000). This Depertment
believes that this amount of cash is inadequate to pay the opetating capital needed for the

administration of the defaulted bonds for the immediate future.

III. CHARGES

Haﬁng considered these factual allegations and the entire mattet as a whole, and
based in part upon the preliminary findings of the Departmcnt"s ongoing examination
which commenced on June 16, 2003, the audit ﬁndings of Kraft CPAs, and the -
statements by company personnel and their counsel, the Commissioner has determined
that Respondent, Sentinel Trust Company, has engagéd in unsafe'aI\Id unsound banidng
practices including, but not limited to:

1.  Operating in an unsafe and unsound mianner by using the pooled fiduciary
funds to provide operating capital for non-telated defaulted bond issues. This practice
has created a fiduciary cash shortfall which changes on a daily basis. President Bates

informed the Commissioner on April 30, 2004 that the shortfall is $7,250,000 (scven



million two hundred fifty thousand dollars.) This shortfall greatly exceeds Sentinel’s
current opcmtiﬂg t;apital;
2. Operating with an inadequate level of 'cépital for the kind and quality of
accounts held under administration;
3.  Operating in an unsafe and unsound manner by failing to reconcile fiduciary
cash and corporate cash accounts in a timely and accitrate fashion; and
| 4, Opersting in an unsafée and unsound manner by failing to keep accurate

books and records.

IV. ORDER

IT IS HEREBY ORDERED‘that Respondent, Sentinel Trust Company, its
directors, officers, employees, agents, sﬁcéessors, assigns and other institution-affiliated
patties of Respondent, CEASE and DESIST from thé following unsafe and unsound
practices:

1. Engaging in the practice of using the pooled fiduclaty funds to provide
operating capital for non-related bond issues; B |
2. Entering into any agreement to sell or transfer co_rpbr;xte assets without the
- Commissioner’s ptior written approval;

3. Selling or transfemring fiduciary accounts including the appointment bf ’
successor or substitute trustees without the Commigsioner’s prior written approvai;

4. Engaging in any transactions, including but not limited to, loams,

investments or change of investments or purchase of assets with respect to any accounts



undet - administration snd/or Rcspbndcnt’s own capital and assels, in excess of 550,000
without first obtaining the written appm;y'al of the Commissionet;

‘5. Entering iito any new contré.cts or agreements in which Sentinel agrees o 18
obligated to perform the duties, responsibilities or role c;f a ﬁduciaq, trustee, paying
agent, bond registrar, transfor agent, fiscal agent or similar responsibilities without the
prior written approval of the Commissioner;

6. Making any changes in existing management and control of Respondent
pnless the Commissioner gives prior written ajbproval to ;makc any such changes;

7. Making any payment in the form of dividends;

8. Making any payment in the form of increases in salaty, bonuses,
' management fees, capital distrﬂautioné, or other similar types of payments or
cc_)mpf:nsgtion without tﬁe prior written approval of the Comnﬁssioner; and

9. Paying any director fees, including any salary that is intended to compensate
an employee for their service on the board.

IT IS FURTHER ORDERED that Respondent, Sentinel Trust Company, its
directors, officets, empl_oyees, agents, successors, assigns and other institution-affiliated
parties of Respondent, take the following affirmative actions;

‘1. Make an initial infusion of capital in the amount of two million dotlars
(52,000,000) in cash by the close of business on May 17, 2004. Sentinel shall then apply
that two moillion dollars ($2,000,000) to partially repienish. the fiduciary pooled demand
deposit account exclusive of Sentinel’s fees;

2. Submit to the Commissioner a capital plan outlining the Company’s plans to

completely replenish the fiduciary pooled demand deposit account. In addition, the plan



should outline steps to be j:aken to provide sufficient operating capital (as determined by
the Commissioner). This plan shall be submitted to the Commissioner by May 17, 2004
and an update provided by the 17" of every month thereafter;

‘ 3. Provide a sprcad sheet to the Commissioner as of April 30, 2004, by the
close of busingss on May 4, 2004, identifying each bond issue in which Sentinel serves in
any capacity with original par value, current amount outstanding, next principal payment
due date, next interest payment due date, current status (default or performing), collateral
value, (if any) and the éurrent balance of all related sub accounts under the issue. This
spread sheet shall be updated regularly and submitteti to the Comrnissione: with the
monthly capital plan;

4. Allocate necessary resources to return Sentinel’s books and records to an
accurate state; and thereafter presg:rvé and maintain the property, books, recorﬂs,
documents, databases and/ot computer files and/or any other property of or information
pertaining to Respondent, Sentinel Trust Company; and

5. Immediately notify the Commissioner in writing of any litigation in which a
judgment has been entered against Sentinel. This notification shgll be made regardless of
whether the judgment is final.

The provisions of this ORDER shall be binding on the Trust Company, its
directors, officers, employees, agents, successors, assigns and other institution—afﬁliated
partics of the Trust Company.

The provisions of this ORDER shall not bar, stop, ox .othcrwise prevent the

Department or any other governmental entity from taking any action affecting Sentinel,



its directors, ofﬁécm, ;cmploym, agenis, successors, assigns, and other institution-
affiliated parties of the Trust Company.

The provisions of thi§ ORDER sha}l be effective and enforceable except to the
extent that, and unti] such time as, any provision of this ORDER shall have been
‘modified, terminated, suspended or set aside by the Commissioner.

This EMERGENCY ORDER TO CEASE AND DESIST shall bocome

effective immediately.

o
ISSUED THIS g day of /V(Ou'\ , 2004,

Z ; / ‘
KEVIN P. LAVENDER, COMMISSIONER
Tennessee Department of Financial Institutions




